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emai l Barbara.Klemstine@aps.com
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PO Box 53999
Phoenix, Arizona 85072-3999

November 19, 2007

Docket Control
Arizona Corporation Commission
1200 West Washington St.
Phoenix, Arizona 85007

Arizona Public Service Company General Rate Case;
Docket Nos. E-01345A-05_0816, E-01345A-05-826,
and E-01345A-05-0827

Dear Sir or Madam:

Enclosed, please find a second copy of the Exceptions of Arizona Public Service Company to
Staff Recommended Order. These Exceptions are identical to those tiled on November 16, 2007,
but include the two attachments inadvertently omitted firm the earlier filing. We apologize for
the inconvenience that this may have caused.

If you have any questions, please contact me at (602)250-4563 .

£%>%~
Barba ra  Klemstine
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MIKE GLEASON, Chairman
WILLIAM A. MUNDELL;
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE C»(3iviM
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7 DOCKET nos . E-01345A-05-0816
E-01345A-05-0826
E-01345A-05-08278

IN THE MATTER OF THE AP P LICATION OF
ARIZONA PUBLIC SERVICE CQMPANY ....
REVIS ED LINE EXTENS ION TARIFF
SCHEDULE 3

9

10 EXCEP TIONS  OF ARIZONA P UBLIC S ERVICE COMP ANY
TO S TAFF RECOMMENDED ORDER

11

12

13

Arizona  Public Se rvice  Company ("APS" or "Company") he reby submits  to the

Arizona  Corpora tion Commiss ion ("Cornrniss ion") its  Exceptions  to the  Recommended

Order a ttached to the  Utilitie s  Divis ion S ta ff ("S ta ff') Memorandum da ted November 2,14

15 2007. The  Re comme nde d Orde r a pprove s  the  Compa ny's  re vis e d S che dule  3 .-- "Line

16 Extensions ' ' with one  critica l exception. Specifica lly, the  Recommended Order manda tes

to  the  s che dule  be  a ccounte d  fo r a s17 th a t  a ll p ro c e e d s  re c e ive d  b y AP S  p u rs u a n t

"c o n trib u t io n s -in -a id  o f c o n s tru c t io n " ("C lAC ") ra th e r th a n  a s  Mis c e lla n e o u s  S e rvic e18

19 Revenues . Trea tment of these  proceeds  as  CIAC will result in a  subs tantia l loss  of potentia l

benefits  to APS and its  customers , while  producing no offsetting reductions in the  cost to new20

21 applicants  of receiving service from the Company,

Revised Schedule  3 presents  the  Commiss ion with a  unique  regula tory opportunity22

23

24

25

26

the  opportunity to  s ignifica ntly a nd  unila te ra lly re duce  fu ture  AP S  ra te  re que s ts . No ne e d  to

de pe nd upon lowe r ga s  a nd powe r price s , lowe r inte re s t ra te s , or s ome  othe r e xoge nous  cos t

of s e rvice  fa ctor to  ha ve  tha t s a me  re s ult. Ra the r the  Commis s ion  ca n  its e lf a ccomplis h  th is

b e n e fit fo r AP S  c u s to me rs  b y s e iz in g  u p o n  th e  o p p o rtu n ity p re s e n te d  in  th e  Co mp a n y's

Octobe r 24"' filing a nd a pproving AP S ' re que s te d re ve nue  a ccounting tre a tme nt of S che dule27

28 3 proceeds.

p
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1

2 Trea ting certa in Schedule  3 proceeds  as  revenue  has  a lways  been a  part of APS's  line

3 e xte ns ion policy. P rior to J uly l, 2007, the  Compa ny's  line  e xte ns ion policy provide d s o-

4 ca lle d "fre e  foota ge " a llowa nce s  for ne w re s ide ntia l a pplica nts  for s e rvice . During tha t time ,

5  p roce e ds  from S che dule  3  took one  o f th re e  fo rms , which  de te rmine d  its  a ccounting

6 trea tment. Cos ts  in excess  of such "free" a llowances  were  advanced by the  applicant to APS

7 a nd re funda ble , e ithe r in whole  or in pa rt, unde r ce rta in circums ta nce s . Non-re s ide ntia l

8  a pplica nts  we re  s ubje ct to  a  more  complica te d s e t of rule s  involving the  conduct of a n

9 e conomic fe a s ibility s tudy ("EFS"). Cos ts  in e xce s s  of those  shown to be  jus tifie d unde r the

10 EFS were  required to be  contributed to APS on wha t was  genera lly a  non-re fundable  bas is . In

l l a ddition, a pplica nts  for ne w s e rvice  could be  re quire d to pa y APS  a  "fa cilitie s  fe e ," a ga in

12 ba s e d on the  re s ults  of a n Er=s .' The s e  thre e  diffe re nt forms  of pa yme nt to AP S  for the

13 extension of new or expanded facilities  were  accounted for as  advances-in-a id of construction

14 ("Adva nce s"), CIAC a nd re ve nue , re spe ctive ly.

15 As  pa rt of its  la s t gene ra l ra te  case  tiling, APS proposed to convert the  "free  footage"

16  a llowa nce  in to  a  fla t $5 ,000  "e qu ipme nt a llowa nce " a nd  c la rify ce rta in  o f the  re h lnd

17 provis ions  of Sche dule  3. De cis ion No. 69663 re quire d APS to file  for Commiss ion a pprova l

18 a  revised Schedule  3 e limina ting a ll footage  and equipment a llowances  and any requirement

19 for or use  of an EFS to de te rmine  the  cha rges  to new se rvice  applicants . See  Decis ion No.

20 69663 a t 156. These  changes  e ffective ly e limina ted the  previous  accounting dis tinctions  made

21 in Schedule  3 be tween Advances , CIAC and reveNue, resulting in a  s ingle  combined payment

22 from a ll a pplica nts  to APS  e qua l to the  cos t of e xte nding or e xpa nding e le ctric dis tribution

23 fa cilitie s . De cis ion NO. 69663 did not spe cify by its  te rms  e xa ctly how APS wa s  to a ccount

24 for s uch proce e ds , but AP S  firmly be lie ve s  its  propos e d a ccounting tre a tme nt (i.e ., a s

25 re ve nue s ) is  mos t cons is te nt with the  e xpre s s e d inte nt of the  'Commis s ion tha t Sche dule  3

26

27

28

BAC KG R O UND

1 There were special provisions for certain types of applicants such as irrigation and "temporary" service customers, but
the above description encompassed 99% plus of new service applicants.
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SCHEDULE 3 PROCEEDS SHOULD BE ACCOUNTED FOR AS REVENUE

Treatment as CIAC:
Schedule 3 Fees Treated as CIAC
Less: Income Tax (40%)
Net Reduction to Rate Base

$ 500,000
200,000
300,000

Cost of Capital Reduction (including Income Taxes)
Depreciation Expense Reduction
Property Tax Expense Reduction
Reduction to Revenue Requirement due to CIAC Treatment

$

$ (36,210)
(16,667)

(7,500)2
S (60,377)

1 s hould be  a me nde d to ma ke  growth pa y a  portion of the  highe r cos ts  tha t would othe rwis e  be

2 impos e d on AP S  cus tome rs .

3 AP S  s ubmitte d  a  re vis e d  S che dule  3  on  J u ly 27 , 2007 a nd provide d  a  furthe r re vis e d

4  ve rs io n  o f S c h e d u le  3  o n  O c to b e r 2 4 ,  2 0 0 7 .  It  is  th is  s e c o n d  re vis io n  th a t is  b e fo re  th e

5 Commis s ion a nd the  s ubj e t of S ta ffs  Me mora ndum a nd Re comme nde d Orde r.

6

7

8 In its  le tte r to the  Commis s ion da te d Octobe r 24, 2007, which a ccompa nie d the  re vis e d

9 - S che dule  3 filing now unde r cons ide ra tion, AP S  e xpla ine d both how a nd why it propos e d tha t

10  the  Commis s ion  e ffe ctua te  its  in te n t in  De cis ion  No. 69663 by a u thoriz ing  a nd  d ire cting  AP S

l l to  a ccoun t fo r a ll p roce e ds  re ce ive d  unde r S che du le  3  a s  re ve nue s .A copy o f tha t le tte r is

12 a tta che d to the s e  Exce ptions . Without re pe a ting a ll the  dis cus s ion a nd a na lys is  s e t forth in the

13 a tta che d le tte r, AP S  would re ite ra te  the  following points l

14 l . Tre a ting  S che du le  3  p roce e ds  a s  re ve nue  will p rovide  a  do lla r-fo r-

15 dolla r re duction of fu ture  ra te  incre a s e s  to  AP S  cus tome rs . Tre a ting

16 th e m a s  CIAC d o e s  re s u lt in  a  ra te  b a s e  d e d u c tio n , b u t o n e  th a t

17 tra ns la te s  in to  a  much s ma lle r (roughly 12 ce nts ) re duction in  fufure

18 re ve nue  re quire me nts  for e ve ry dolla r of S che dule  3  proce e ds . Th is

19 is  illus tra te d by the  cha rt provide d in the  Octobe r 24'*' le tte r:

20 Comparison of Accounting Treatment for Schedule 3 Proceeds

2 1

22

23

24

25

26

27

28 2 This reflects current state tax provisions

Treatment as Revenue:
Schedule 3 Fees Treated as Revenue
Reduction to Revenue Requirement due to Revenue Credit Treatment

s 500,000
(500,000)
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9

10

1 1

1 2

13

1 4

15

16

17

18

19

2 0

21

2 2 As  note d a bove , De cis ion No. 69663 did  not e xpre s s ly me ntion the  a ccounting

23 trea tment of such proceeds . It is  not, however, in any way s ilent conce rning the  intent of the

24 ordered changes to Schedule 3:
25

26

27

28

3.

Tre a ting Sche dule  3 proce e ds  a s  re ve nue s  ra the r tha n CIAC doe s

NQT result in any "double -recovery" of cos ts  by APS. APS recovers

its  cos ts  jus t once  in e ithe r scenario excepting under the  CIAC, a  fa r

la rge r portion of thos e  cos ts  is  borne  by AP S  cus tome rs  in ra te s

ra the r than by growth.

Looking be yond jus t the  ne xt ra te  proce e ding, the  de cis ion to tre a t

Schedule  3 proceeds  a s  revenue  continues  to bene fit cus tomers  in

future  years  in the  form of lower ra tes  .

Tre a tin g  S ch e d u le  3  p ro ce e d s  a s  re ve n u e s  imp ro ve s  AP S 's

creditworthiness  because  it increases APS ' FPO/Debt ra tio. Trea ting

such proceeds  as  CIAC weakens  APS's  creditworthiness  because  it

decreases APS ' FFO/De bt ra tio. Give n the  curre nt vola tile  s ta te  of

credit marke ts , key Hnancia l me trics  such a s  FPO/Debt have  taken

on e ve n gre a te r importa nce  in de te rmining a cce s s  to cre dit upon

reasonable terms .

The  improve me nt in  AP S 's  fina ncia l pe rforma nce  from tre a ting

Sche dule  3 proce e ds  a s  re ve nue  a llows  the  Compa ny to fina nce ,

through de bt a nd e quity, a dditiona l ne w infra s tructure  be yond tha t

e ncompa s s e d  by S che dule  3 . Conve rs e ly, CIAC produce s  no

a d d itio n a l fin a n c in g  c a p a b ility a n d  ma y a c tu a lly e ro d e  th e

Company's  exis ting capacity to Lund new infras tructure .

We  a gre e  with S ta ff tha t the  Commis s ion s hould us e  the  ge ne ric
[hook-up  fe e ] docke t to  ga the r in fo rma tion  us e fu l in  e va lua ting  the
fe a s ibility of hook-up fe e s  for e le ctric a nd ga s  utilitie s . In the  inte rim,
however, we  find tha t, in view of the  unprecedented growth in APS' se rvice
te rritory, gra nting APS va ria nce s  to A.A.C. R14-2-207.C.l a nd C.2, which
require  a  company to provide  a  specified footage  of dis tribution line  a t no

2.

4.

5.

4



charge, is a necessary and appropriate measure to M the burden of rising
distribution infrastructure costs away j9'om the current customer base to
growth. [Id. at 97. Emphasis supplied.]

At the Open Meeting at which Decision No. 69663 was entered, the discussion over the

1

2

3
4 Cha irma n Gle a s on  a nd  Commis s ione r Ma ye s  a me ndme nts  re ga rd ing  the  in te n t o f p ropos e d

5 cha nge s  to S che dule  3 wa s  s imila rly una mbiguous : .

6

7

8

9
La te r, Commis s ione r P ie rce added:

Commiss ioner Mayes: We 're  looking to go toward a  hook-up fee  s itua tion,
which we  ask growth to pay for itse lf . [Open Mee ting Tr. Vo . III a t 577.]

Cha irman Glea son: In  o the r words , s ome one  ha s  to  pa y for tha t, tha t
footage , and you e ithe r pay for it, you know, up Eont, or its  ge ts  put into a
ma in e xte ns ion a gre e me nt or some thing like  tha t. [Ope n Me e ting Tr. Vol.
III a t 569.]

10

11

12

1 3

14 wa s

15 d is cus s e d  on  s e ve ra l occa s ions  du ring  the  cours e  o f the  he a ring  re s u lting  in  De cis ion  No .

Commiss ione r Pie rce: I a m not oppos e d to growth, but I a m oppos e d to
giving growth a  tree  ride  on the  backs  of current ra tepayers . Growth should
pa y its  own wa y. AP S  ne e ds  to bring this  Commis s ion a  propos a l tha t
a ddre s s e s  its  ca s h flow conce rns  in a  wa y tha t doe s  not re s ult in curre nt
ra te pa ye rs  s ubs idizing future  ra te pa ye rs . [Ope n Me e ting Tr. Vol. V a t
l036.]

More ove r, e ve n the  pote ntia l cla s s ifica tion of Sche dule  3 proce e ds  a s  re ve nue

16 69663:

17

18

19

Commiss ione r Mayes: And do we  know, how much would tha t s a ve  us  if
we  e limin a te d  th a t $ 5 ,0 0 0  a llo wa n c e  fo r s in g le -fa mily h o me s  a n d
re s ide ntia l home builde r s ubdivis ions ?  Do we  know wha t tha t would - -
wha t kind of revenue tha t would fre e  up or provide ?  [He a ring Tr. Vol. XX
at 3782. Emphasis  supplied]

21

22
of generating

m illio n
23

20 At a  s ubs e que nt portion of the  he a ring, the  is s ue  re s urfa ce d a ga in:

Commis s ione r Ma ye s : Le t's  s a y hypothe tica lly we  ha ve  de te rmine d a  wa y
revenues a s s ocia te d with g ro wth a nd ne w hous ing

de ve lopme nts tha t d id  not ha ve  ne ga tive  implica tions  for your FFO to  de bt
ra tio . And  a s s uming  tha t tha t income  wa s a pproxima te ly $84 pe r
ye a r,  wh ic h  is  wh a t I th in k we  d e te rmin e d  a  $ 2 ,0 0 0  h o o k-u p  fe e  wo u ld
bring  in  fo r the  compa ny, tha t re ve nue wou ld  he lp  the  compa ny de a l with
s ome  of its  cons truction ne e ds , wouldn't it?24

25

26

APS witness  Don Robinson: We ll, if we  ha d $84 million coming in, tha t's
obvious ly a  he lp. [Hearing Tr. Vol. XXVI a t 4895. Emphas is  supplied.]

And e ve n prior to the  he a ring, Commis s ione r Munde ll ha d pla ce d a  le tte r into the
27

docke t tha t a dmonishe d the  pa rtie s  :
28

5



We need to "think outs ide  the  box." Given the  s ignificant peak load growth
ra te  tha t APS is  expe riencing and the  amount of CapEx necessa ry to mee t
tha t loa d, I think it is  time  to e xplore  the  option of us ing hook-up fe e s  s o

a re  not continua lly s ubj e t
[Commiss ioner Munde ll Le tte r da ted March 28, ]

A few months  la te r, Commiss ione r Ha tch-Mille r a lso filed a  le tte r s ta ting, in re levant pa rt:

tha t e xis ting cus tome rs
increases .

to  e xorbita nt ra te
2006.

1

2

3

4

5

6

7

8

9

As  you know, APS is  ta s ke d with funding a n e normous  CAPEX budge t of
$3.1  billion ove r the  ne xt five  ye a rs  for ge ne ra tion, tra ns mis s ion a nd
dis tribution proje cts . The s e  improve me nts  a re  pre s ume d ne ce s s a ry to
ensure  the  adequacy and re liability of e lectric se rvice  in addition to meeting
e s tima te d loa d growth of 4 pe rce nt pe r ye a r. A portion of your compa ny's
[AP S 's ] C AP E X b u d g e t will b e  fu n d e d  b y th e  b o n d  ma rke t.  Yo u r
ra tepayers  s tand to save  money in long-tenn borrowing cos ts  in your credit
ra tings  hold or improve .

1 4

17

18

Based on the  S&P report, plea se  provide  te s timony on wha t measures  the
Commiss ion could take in he lp ing  AP S  gra dua lly improve its .

10 creditworthiness . [Commis s ione r Ha tch-Mille r Le tte r.of J uly 21, 2006 -
11 Attachment DEB-1 IRE to APS Exhlblt No. 5. Emphas is  supplled.]

Although Schedule  3 is  not a  "hook-up" fee , APS has  tried to neverthe less  "think outs ide  the
12

box" on how the  Commis s ion might be s t a ccomplis h the  goa ls  of de fra ying future  AP S
13

e le ctric ra te  incre a s e s  a nd a ls o improving the  Compa ny's  cre dit worthine s s . Tre a tme nt of

Schedule  3 proceeds  as  revenue  meets  both those  crite ria  and is  therefore  entire ly consis tent
15 . a  1 . , . n

with the  Commiss lon's  objectives  as  s ta ted throughout the  va rious  s tages  of this  proceeding.
16 h | I . . .

And it does  so without changing the  dolla r amount tha t new se rvice  applicants  will pay under

Schedule  3 or ra is ing any of the  ra tes  a lready approved by Decision No. 69663 .

In the  Sta ff Memorandum, Sta ff s ta te s  tha t: "discuss ion of the  accounting trea tment of

19 pa yme nts  s hould not be  include d in the  ta riff [Sche dule  3] be ca us e it goe s  be yond wha t is

20  re qu ire d  o r a u tho rize d  by De c is ion No . 69663 ." S ta ff Me mora ndum a t l.  (Empha s is

21 s upplie d.) But s o doe s  the  S ta ff" s  propos a l for CIAC tre a tme nt. The  proble m with S ta ff' s

3 S ta ff uses  the specific words  "continue to be trea ted a s  Contributions  in Aid of Cons truction ("CIAC")." Recommended
Order a t 2. As  discussed above, payments  received under the previous  vers ion of Schedule 3 were trea ted as  Advances ,
CIAC a nd revenue , depending on the  te rms  of the  pa yment a nd the  s pecific provis ions  of tha t S chedule . Thus , the
sugges tion tha t there was  some form of uniform accounting trea tment of Schedule 3 proceeds  tha t is  somehow jus t being
"continued" is  factua lly inaccura te.

22 a rgume nt is  tha t the  pre cis e  la ngua ge  of De cis ion No. 69663 did not "re quire  or a uthorize "

23 any specific accounting trea tment for the  new "s ingle  bucke t" of Schedule  3 proceeds . S ta ffs

24 proposa l, tha t the  Commiss ion now "re quire  a nd a uthorize " the  pa yme nts  to be  re corde d a s

25 CIAC, 3 the re fore  suffe rs  the  ide ntica l a lle ge d "proble m" tha t forms  the  ba s is  for S ta ffs  sole

26

27

28

6



1 obje ction to APS 's  filing. APS fa ils  to unde rs ta nd how its  proposa l ca n be  de e me d a s  going

2 beyond the  scope  of a  compliance  filing while  Sta ff" s  compe ting CIAC proposa l does  not.

3 In point of fe e t, BOTH S ta ff a nd AP S  a re  a tte mpting to  cla rify the  Commis s ion 's

4 inte nt in De cis ion No. 69663, give n tha t de cis ion doe s  not e xplicitly de ta il the  a ccounting

5 trea tment to be  a fforded Schedule  3 proceeds . It is  up to the  Commiss ion to de te rmine  which

6 proposa l bes t does  so.

7 S ta ffs  Me mora ndum doe s  not a ppe a r to dis pute  a ny of the  s ubs ta ntive  a rgume nts

8 pre se nte d by APS for re ve nue  tre a tme nt of Sche dule  3 proce e ds . Ra the r, the  Me mora ndum

9 s imply s ugge s ts  tha t this  is s ue  bra is e d in "a  s e pa ra te  tiling." Id. Howe ve r, this  is  pre cis e ly

10 wha t the  Compa ny did in  its  Octobe r 24 '*' filing of a  re vis e d S che dule  3, a s  orde re d by

l l Decis ion No. 69663, which Decis ion was  itse lf made  in a  gene ra l ra te  proceeding of the  type

12 a llude d to in the  S ta ff Me mora ndum.

13 Again, the  Company's  sugges ted accounting trea tment of Schedule  3 proceeds  will not

14 a ffe ct, in e ve n the  s lighte s t ma nne r, the  dolla r a mount tha t a pplica nts  for AP S  s e rvice  will

15 have  to pay unde r Schedule  3. APS 's  proposed Schedule  3 will not ra ise  a  dime  more  or le s s

16 than tha t Schedule  sugges ted by Sta ff in the  Recommended Orde r. However, a lthough APS's

17 a ccounting tre a tme nt of Sche dule  3 pa yme nts  is  incons e que ntia l to ne w s e rvice  a pplica nts

18 such as  the  homebuilders  and rea l es ta te  deve lopers , this  accounting for Schedule  3 proceeds

19 is sue  is  ve ry critica l to both MS and its  cus tomers  for a ll of the  rea sons  se t forth above  and in

20 the  Compa ny's  le tte r to the  Commis s ion of Octobe r 24'*'. Atta che d to the s e  Exce ptions  is  a

21 proposed amendment to the  Recommended Order tha t would approve  Schedule  3 as  filed by

22 the  Compa ny on Octobe r 24, 2007 a nd would dire ct tha t AP S  a ccount for the  proce e ds  a s

23 a bove -the -line  ope ra ting re ve nue s ..

24

25

26 It is  sa id tha t nothing in life  is  more  expens ive  than a  missed opportunity. One  way or

27 the  othe r, a  decis ion will be  made  by the  Commiss ion conce rning the  accounting for proceeds

28 unde r Sche dule  3. A de cis ion to tre a t the m a s  re ve nue s  will bring s ignifica nt a dva nta ge s  to

C O NC LUS IO N
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RESPECTFULLY SUBMITTED this 16th day of November, 2007.

PINNACLE WEST CAPITAL CORPORATION

MA/
Thomas L. Mu( aw
Meghan H. Gravel

u

1 AP S  a nd its  cus tome rs  a t no a dditiona l cos t to  ne w s e rvice  a pplica nts  a nd without ra is ing

2 e xis ting AP S  e le ctric ra te s  s o much a s  a  pe rlny. A de cis ion to tre a t the m a s  CIAC will fore go

3 th o s e  a d va n ta g e s ,  with  n o  o ffs e ttin g  b e n e fit to  a n yo n e .  In  s u c h  a  c a s e ,  th e  "m is s e d

4 o p p o rtu n ity" p re s e n te d  b y th e  C o m p a n y's  Oc to b e r 2 4 '*'  tilin g  will in d e e d  p ro ve  q u ite

5 e xpe ns ive .
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Attorneys  for Arizona  Public Se rvice  Company

14 Origina l and 13 copie s  of the  foregoing were
filed this  16th day of November, 2007 with:

s

15

16

17

Docke t Control
Arizona  Corpora tion Commiss ion
1200 West Washington

18 P hoe nix, Arizona  85007

19 And copie s  of the  foregoing ma iled, faxed or
transmitted e lectronica lly this  16th day of
November, 2007 to:

20

21
All Panties of Record

22
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25

26

27

28
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Arizona  Public Se rvice  Company's  le tte r da ted October 24, 2007 to the  Commiss ion



Barbara Klemstine
Director
Regulation & Pricing

Mail Station 9708
PO Box 53999
Phoenix. Arizona 85972-3999
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October 24, 2007

AZ CORP COHWSSION
DOCKET CONTROL *9Et`r:3vEDr 'i»»-

2 4 2007

Docket Control
Arizona Corporation Commission
1200 West Washington St.
Phoenix, Arizona 85007

!ft_£ L,(}FI<P comm
'Director Utilities

Arizona Public Service Company General Rate Case,
Docket Nos. E~01345A-05-0816, E-01345A-054326,
and E-01345A-05-0827

Dear Sir or Madam:

Enclosed, please find revisions to Arizona Public Service Company's ("APS" or "Company")
Schedule 3 (Conditions Governing Extensions of Electric Distribution Lines and Services) that
replace the version of  Schedule 3 that the Company f i led with the Arizona Corporation
Commission ("Commission") on July 27, 2007 in compliance with the directives of Decision No.
69663 (June 28, 2007). See attachments 1 and 2 for redline and non-redline versions of Schedule
3 as amended. APS requests dirt this revised Schedule 3 become effective upon Commission
approval. APS therefore waives the provisions of A.R.S. §§40-250 (B) and 40-367.

APS has removed and/or modified all language in Schedule 3 that grants either an equipment or
"footage" allowance to applicants for new or expanded electric serv ice. Similarly, APS has
eliminated the use of economic feasibility studies to determine whether or how much of such an
allowance should be granted. Finally, prov isions for potential refunds of all or a portion of
amounts charged to applicants were deleted. Attachment 3 is a summary of each of the specific
revisions to Schedule 3. As amended, Schedule 3 would charge every new applicant for service
and each existing customer that applies to upgrade his or her service, an amount equal to the
estimated cost of extending or expanding the Company's distribution infrastructure in order to
provide service to the applicant.

In order to better facilitate the Commission's stated purpose of revising Schedule 3 "to shift the
burden of rising distribution infrastructure costs away from the current customer base to growth"
(see Decision No. 69663 at 97), APS proposes to mitigate future rate increases by treating the
payments received under Schedule 3 as Miscellaneous Service Revenues and recording them in
Account No. 451 of the Uniform System of Accounts. Although Decision No. 69663 does not
specifically discuss the accounting treatment of any proceeds received under the provisions of
Schedule 3, APS believes such revenue treatment is the most appropriate way to address the

RE:
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Decision's expressed concerns over how to pay for the higher costs of growth without solely
relying on higher retell electric rates.

Fees similar to those that APS collects under Schedule 3 have frequently (although not
universally) been recorded by regulated Arizona water and sewer utilities as contributions 'm aid
of construction ("CIAC"). This produces no additional revenue to the utility, but rather an
additional liability. As explained in depth at the hearing, for electric utilities such as APS, CIAC
is taxable as income for federal and state purposes. This is unlike water aha sewer utilities, which
were exempted from the tax in 1992, and municipal/cooperative utilities that are generally
exempt Horn all income taxes. The amount of that tax, roughly 40%, reduces both the cash
available to finance new iniiastructure and the rate base offset normally associated with ClAC.
This significantly reduces the already limited positive impact of CIAC on future utility rates. The
evidence in Me record also showed that, because there is no offsetting revenue, funds from
operations ("FFO") are reduced by the amount of such taxes. And although debt is also reduced
to a degree, thesmall positive impact on debt is overtaken by the negative impact on FFO -- thus
the overall FFo/Debt ratio is weakened by treating Schedule 3 proceeds as CIAC

In contrast, recording Schedule 3 proceeds as revenues rather dram CIAC addresses several of
these issues, all of which were identified during the course of the hearing leading to Decision No.
69663. If Schedule 3 proceeds are treated as a new revenue source, the benefits on APS and its
customers are improved. The FFo/Debt ratio improves because the new revenues more than
compensate for the increase in taxes, resulting in a net increase to the Company's FFO
(comparedto the decrease caused by treating the proceeds as a CIAC). And while theamount of
actual cash available to die Company for funding new construction is the same whether Schedule
3 proceeds are treated as CIAC or revenue, treating them as revenue enhances the Company's
ability to finance its remaining construction requirements at a reasonable cost because of the
FFO/Debt improvement. Perhaps an example can best illustrate this positive impact. For every
dollar of new earnings received as a result of treating Schedule 3 proceeds as revenue, APS'
FFO/Debt ratio improves enough to support more than $4 of additional capital expenditures.
CIAC, on the other hand, not only does not create any additional capital funding capacity, it
could actually shrink the Company's existing capacity because of the decline in the FFO/Debt
ratio, thus potentially malting it more difficult to fund new construction.

Additionally, the treatment of Schedule 3 proceeds as revenue rather than CIAC allows the
Company and its customers to see a comparably striking reduction in revenue requirements.
Specifically, the new revenue will offset - dollar for dollar .- future revenue requirements. As
depicted in the chart below, which assumes a hypothetical $1 million in Schedule 3 proceeds,
this revenue credit is a far greater benefit to APS customers Alan a simple rate base deduction
equal to the after-tax proceeds lion CIAC, which lowers future revenue requirements by only
about 12 cents for every dollar collected. Thus, even allowing for the fact that the Company's
rate base will be higher under the revenue accounting treatment, such treatment provides a
considerable advantage to APS customers.
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Compan'son of Accounting Treatment for Schedule 3 Proceeds

$
Treatment as CIAC:
Schedule 3 Fees Treated M CIAC
Less: Income Tax (40%)
Net Reduction to Rate Base $

1,000,000
400,000
600,000

$Cost of Capital Reduction (including Income Taxes)
Depreciation Expense Reduction
Property Tax Expense ReductiOn
Reduction to Revenue Requirement due to CIAC Treatment $

(72,420)
(33,334)

(15,000)1
(120,754).

Treatment as Revenue:
Schedule 3 Fees Treated as Revenue $ 1,000,000

s (1,000,000)Reduction to Revenue Requirement due to Revenue Credit
Treatment
NET BENEFIT PER $1 M1LL1ON C0MPARED TO CIAC $879,246

This  cha rt re fle c ts  the  cus tome r be ne fit pe r $1  million  of S che dule  3  proce e ds  (unde r the
Compa ny's  propos a l) in  the  ne xt AP S  ra te  tiling. AP S  a ls o e xa mine d the  impa ct of tre a ting
S che dule  3 proce e ds  a s  re ve nue s  in the  longe r te rm. For e a ch ye a r during the  five  ye a r pe riod
re vie we d, the  re ve nue  cre dit propos a l re duce d re ve nue  re quire me nts  by more  tha n the  CIAC
trea tment, re s ulting in a  cumula tive  additiona l bene fit a s  compared to CIAC of be tween $3.2 and
$4.4 million pe r $1 million ire  S che dule  3 proce e ds , de pe nding on the  a s s ume d fre que ncy of
suture rate  cases  and us ing the same assumptions  as  in the chart above.

The re  s hould be  a  tra ns ition pe riod a ffe cting the  a pplica bility of this  S che dule  3. Applica nts
having executed line  extens ion agreements  prior to the  e ffective  da te  of this  Schedule  3 would be
s e rved purs uant to the  te rms  of s uch agreements . 111 de te rmining whe the r any additiona l future
a pplica nts  s hould be  "gra ndfa the re d," the  Commis s ion s hould cons ide r tha t die  le ngth of the
tra ns ition pe riod, combine d with the  curre nt s ta te  of the  hous ing a nd cons truction ma rke ts , will
gre a tly a ffe ct the  proce e ds  AP S  will a ctua lly re ce ive  unde r S che dule  3. If the  Commis s ion finds
tha t the  trans ition pe riod s hould be  extended, one  option is  provided be low

APS would "grandfather" all applicants that have executed line extension agreements as of the
date this revised Schedule 3 is approved. Other applicants could be "grandfathered" if they meet
both of the following conditions: (1) such applicant has received from APS, within six months
prior to approval of the revised Schedule 3, a written estimate of the costs to the applicant for
extending service, and (2) that same applicant executes a written line extension agreement within
12 months of the effective date of revised Schedule 3. A variant on this option would have the 12
months run Boy the date the written estimate is received by the applicant, which would give
each potential applicant die same amount of time after having received an estimate from APS to
execute a line extension agreement.

I This reflects current state tax provisions
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As proposed herein, Schedule 3 will recover and treat as revenue the amount of money that
Schedule 3 applicants would have paid under Schedule 3 absent the free footage/equipment
allowance/economic feasibility and refund provisions. While this added revenue will offset a
portion of the Company's rising costs of growth, it will not recover all such costs, To pay for
those costs at a higher level, a "hook-up fee," as is currently being considered by the Commission
in Docket No.E-00000K-07-0052, could be used in conjunction with this revised Schedule 3 to
recover all or a portion of the higher costs attributable to replacing existing distribution facilities
or additional growth-related generation facilities. Also, a "hook-up fee" could be designed to
recover a portion of new general plant, some of which costs (e.g., new service centers) are clearly
growth-related.

If you have any questions, please contact me at (602)250-4563 .

,6'M/
BarbaraKlernstine

Attachments

Cc: Ernes t J ohnson
S teve  Oleo
Lyn Fa rme r
Chris tophe r Ke rnple y
Janet Wagner
Te rri Ford
P a rtie s  of Re cord
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Arizona  Public Service  Compally's  proposed amendment to the  Recommended Order



AP S  P ROP OS ED AMENDMENT

Page  2 Line  12:

DELETE: "continue  to"

Page  2 Line  16:

INS ERT NEW FINDING OF FACT NO. 8: "We  disa gre e  with S ta ff a nd note  tha t
trea ting the  payments  rece ived 'from Schedule  3 as  revenue  ra ther than CIAC will best
se rve  the  Colnmiss ion's  intent in Decis ion No. 69663 'to shift the  burden of ris ing
dis tribution infra s tructure  cos ts  away from the  current cus tomer base  to growth' Thus ,
we  will specifica lly direct APS to record such payments  a s  Misce llaneous  Service
Revenues ."

Page  3 Lines 12-13:

DELETE: "amended to include Staffs recommendation in Findings of Fact No.
6395

Page  3 Line  19:

DELETE: "modifica tions  re comme nde d in Finding of Fa ct No. 6"

REP LACE WITH: "a ccounting tre a tme nt dire cte d in Finding of Fa ct No. 8"

MAKE ALL CONFORMING CHANGES .


